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SUBJECT: Vehicle Bar-97 Snog | nspection Equi pnent Credit

SUMVARY

Under the Personal |Incone Tax Law (PITL) and the Bank and Corporation Tax Law
(B&CTL), this bill would allow
- acredit equal to the cost paid by the taxpayer during the year to purchase
equi pent required for vehicle inspections by the Health and Safety Code to
i npl ement Snog Check I1; and
a credit equal to $50 for each vehicle owned by the taxpayer and tested during
the year by equi pment required under Snpog Check I1.

This bill also would make changes to the Health and Safety Code and property tax
| aw regardi ng Bar-97 equi pnent. These provisions will not be discussed as they
do not inpact the Franchise Tax Board (FTB).

EFFECTI VE DATE

This bill would be effective January 1, 1999, and would apply to taxable or
i ncome years beginning on or after that date.

LEG SLATI VE H STORY

AB 208 (Ch. 802, Stats. 1997), AB 1492 (Ch. 803, Stats. 1997).
BACKGROUND

Since 1984, the Bureau of Autonotive Repair (BAR) has adm nistered a program
which requires that nost |icensed notor vehicles in the state (except

nmot orcycl es, diesel and off-road vehicles) pass a snpg test. Under the program
as originally enacted, the snbg test was required either when the vehicle was
sold or every two years when the vehicle was regi stered, depending upon the area
of the state in which the vehicle was registered. Individual garages |icensed by
the BAR perfornmed the snpg checks.
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The 1990 federal Cean Air Act nmandated that all states develop a vehicle

i nspection and mai ntenance programw th certain requirenents. In 1994, SB 629
(Ch. 1, Stats. 1994) provided the |egal basis for the BAR to adm ni ster Snpg
Check Il. The Snog Check Il program desi gnates the frequency of snog checks

based on an area’'s snog levels. Areas with the npbst serious air quality problens
are classified as “enhanced areas,” and nost vehicles are required to be tested
every two years. However, vehicles in many rural areas are required to be
snmogged only upon a change of ownership.

AB 1492 (Ch. 803, Stats. 1997) altered many provisions of Shog Check Il and,
anong ot her things, exenpted from biennial snmog check requirenents vehicles over
25 years old and new vehicles (for their first four years after purchase).

Smog Check Il requires that testing stations in enhanced areas use new equi pnent
meeting a different standard (known as BAR-97), which tests for oxides of
nitrogen as well as other emn ssions. Vehi cl es in enhanced areas nust be tested

on a dynanoneter, which tests an engi ne under | oad and nore accurately neasures a
vehicl e’ s em ssions under normal driving conditions. As a result of the BAR-97
standard, testing stations in enhanced areas will no |longer be able to use the

ol der equi prrent known as Bar-90 and instead must purchase new equi pnent.

SPECI FI C FI NDI NGS

Federal and state laws allow a variety of tax credits and deducti ons designed to
pronote or influence specific taxpayer behavior. Neither federal nor state | aws
al l ow a deduction or a tax credit for the cost of purchasing equi pnment needed to
perform snmog checks or for snbgging a vehicle. However, to the extent snpgging a
vehicle is considered ordi nary and necessary to conduct the taxpayer’s business,
expenses woul d be allowed as a busi ness expense deducti on.

Federal and state | aws allow a depreciation deduction for the cost of purchasing
snmog check equi prent, provided that equi pnent is used in the conduct of the

t axpayer’s business. Snpg check equi pnent woul d be depreci able over a five-year
period. In addition, in lieu of depreciation, existingfederal and state | aws

al | ow bot h noncorporate and corporate taxpayers with a sufficiently small anount
of expenditures on depreciable property to elect to deduct as an expense (subject
tolimtations) the cost of qualified property placed in service for the taxable
year.

Under federal |aw and state PITL, the limt is $19,000 in 1999; $20, 000 in 2000;
$24,000 in 2001; $24,000 in 2002; and $25,000 in 2003 and thereafter. In
general, qualifying property is defined as depreciable tangible property that is
purchased for use in the active conduct of a trade or business. The allowed
deduction is reduced (but not bel ow zero) by the amount by which the cost of
qual i fying property placed in service during the taxable year exceeds $200, 000.

The B&CTL does not conformto federal expensing treatnent. However, the B&CTL

al lows a taxpayer to deduct 20% of the cost of tangible property in the first
year the property is placed in service. The maxi mum anmount of “additional” first
year depreciation is $2,000. In addition, under certain cases such as enterprise
zones (EZs) and local agency mlitary base recovery areas (LAMBRAs), corporate as
wel | as personal inconme taxpayers nmay elect to treat the cost of qualified
property within the zone as an expense in the year placed in service.



Assenmbly Bill 1914 (Ashburn)
I ntroduced February 17, 1998
Page 3

Exi sting state | aw provi des general rules which apply to the division of credits
when mul ti pl e taxpayers, including partnerships, share in the costs used as the
basis of the credit. These rules apply unless an individual credit specifies
different rules.

Except as specified, state | aw does not allow any tax credit to reduce regul ar
tax below the tentative mnimumtax (TMI) for purposes of the alternative mn ninmum
tax (AMI) cal cul ation

Under the PITL and the B&CTL, this bill would allow a credit equal to the cost
paid or incurred by a taxpayer during the taxable or income year to purchase Bar-
97 equi pnent required to performvehicle snbg inspections.

The credit would be in lieu of any deduction to which the taxpayer would
ot herwi se be al | owed.

Under the PITL and B&CTL, this bill would allow a credit equal to $50 for each
vehi cl e owned by the taxpayer and tested during the taxable or inconme year by
Bar-97 equi pment under Snpog Check I1

For both credits, any unused credit may be carried forward until exhausted.

The general rules regarding the division of credits would apply, and the credit
woul d not reduce regular tax below TMI for alternative m ninumtax (AMI)
pur poses.

Pol i cy Consi derations

According to the author’s office, the equi pnent credit was intended to
assi st taxpayers in defraying the cost of purchasing equi pnent required
under Snog Check Il. However, since this bill would become operative
January 1, 1999, and nost taxpayers purchased Snbg Check |1 equi pnent in
1997 or 1998, few taxpayers may be able to actually claimthe equi pnent
credit. Moreover, providing a tax credit to taxpayers for the 1997 taxable
or income year may involve a gift of public funds, and a retroactive
operative date could create inplenentation concerns for the departnent.

This bill would provide a credit equal to 100% of identified costs for

t axpayers purchasi ng Bar-97 equipnment. A 100%credit is unprecedented as a
matter of policy, but would reinburse taxpayers for equipnment required to
operate a snmog check busi ness.

This bill would provide a credit for activities taxpayers are required to
perform under current state |law (snpogging a vehicle). On the other hand,
providing a credit for snogging a vehicle would defray the cost of
perform ng that activity.

Most credits are enacted with a sunset date so the Legislature may review
its effectiveness. This credit has no sunset date.

Al though this bill would require that the taxpayer purchase Bar-97 equi pnent
to qualify for credit, it would not explicitly require that the taxpayer use
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that equipment in California. Therefore, taxpayers that purchase Bar-97
equi pment but use the equipnment in other states could qualify for credit in
this state.

The $50 credit for snpgging a vehicle is not in lieu of any credit or
deduction to which the taxpayer nmay be eligible. Therefore, if a taxpayer
engages i n business and has the business’s car snogged, the taxpayer could
deduct the cost of that snog check and claima credit for the same snog
check.

This bill would allow a credit equal to $50 to test a vehicle. However, the
credit anpunt is not tied to an expenditure. Therefore, it is possible that
a taxpayer could pay |ess than $50 to have his or her car snpbgged and
receive a credit greater than the anpbunt actually paid. |In addition, there
is no requirenment that the vehicle ultimately neet acceptabl e em ssion

st andar ds.

This bill does not provide recapture rules, so a taxpayer could claima
credit for 100% of the cost of BAR-97 equi pnent and later sell that
equi pnment to anot her taxpayer, who also could claimthe credit.

| npl enment ati on Consi derati ons

Department staff is available to work with the author’s office to resolve
these and ot her concerns that may ari se.

This bill could significantly inpact the filing of a California tax return
as well as the departnment’s costs due to the factors described bel ow

1. Currently, individuals with nore conplex income profiles and related tax
cal cul ations report incone using Form540. Special credits may only be
reported on Form 540 because they have the potential to be limted by
tentative mnimumtax (TMI). Calculating the TMI limtation requires a
number of steps after referring to an extensive set of instructions.
Forms 540A, 540EZ and Telefile are targeted to serve individuals with
| ess conplex incone profiles, and the TMI cal culation is not explained in
the related booklets. The objective of targeting is to avoid requiring
taxpayers to read instructions or conplete schedules they will not need.

2. Since mllions of additional taxpayers could claimthis credit, it would
ei ther require:

MIlions of taxpayers to switch fromsinpler forns to the Form 540. The
Form 540 costs nore to process, has a higher error rate and causes nore
tel ephone calls to the departnent’s taxpayer service center than other,

sinpler forns; or

The department to add the TMI cal cul ation to Fornms 540A and 540EZ
(instructions would be too conplex to add to the Tel eFile booklet). Such
changes could result in significant progranm ng costs. Mreover, if the
540A and 540EZ were nodified to accept the credit, significant
programm ng costs would be incurred and additional errors would be
expected on these forns.
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3. Tax booklet distribution also is targeted to individuals, and they
receive the current year booklet based on the tax formthey filed I ast
year. The nunbers of each type of booklet printed (540, 540A, 540EZ and
TeleFile) is relatively stable fromone year to another. However, if a
signi fi cant nunber of taxpayers shifted between Form 540 and ot her forns
(because they may not be eligible for the credit each year and therefore
may not need to file Form 540), the effectiveness of book distribution
woul d decrease and could result in over or under printing of tax
bookl et s.

In recent credits, the Legislature has linmted the nunber of years the
unused credit may be carried forward since nost credits are exhausted in
ei ght years. This bill permts an unlimted carryover of any unused credit.

Neither credit would require that a taxpayer receive or retain docunentation
relating to the purchase of Bar-97 equi pnent. Departnent staff are not
experts in the area of autonobile repair and may have difficulty determ ning
whet her equi pnment qualifies under Bar-97 standards. The potential for
conflicts between taxpayers and departnent staff, would be decreased if the
t axpayers woul d be required to provide docunentation that the Bar-97

equi prent nmeets BAR standards. Additionally, the $50 snog check credit
woul d not require that snog check operators provide docunentation that a

t axpayer’s snog check was perfornmed using Bar-97 equi pnent. The snpg check
operat or shoul d provide docunentation to the custoners, since many

i ndi vi dual s woul d not know what type of equipnment was used to performa snpg
check on their vehicle.

FI SCAL | MPACT

Departnmental Costs

This bill could result in significant costs to the departnent. However,
with the inplenentation concerns unresol ved, those costs cannot accurately
be cal cul at ed.

Tax Revenue Esti mate

It is departnment staff’s understanding that the author’s intends for this
proposal to be retroactive for expenses paid or incurred for the purchase of
Bar-97 equi pnent for use in California and a credit for vehicles tested by
Bar-97 equi pnment. Therefore, it is assunmed the operative date for this bil
wi |l be anended to be January 1, 1998. Based on the di scussion bel ow, the
following table reflects the estimated inpact of this proposal:
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Esti mat ed Revenue | npact AB 1914
Assunmed Retroactive
To Taxabl e or Incone Years Beginning 1/1/97
(In MI1lions)

1998-9|1999- 0| 2000- | 2001- | 2002-
01 02 03
Bar - 97 Equi pnent - ($35) | ($30) | (%$20) | (%20) | (%10)
Credit
Vehicle Credit for ($145) [($135) |($170) [($135) | (%170)
Testi ng
Tot al ($180) [($165) |($190) [($155) | ($180)

Estimates reflect applied credits in the respective years and does not
consi der possible changes in enpl oynent, personal incone, or gross state
product that could result fromthis proposal

Tax Revenue Di scussi on

Vehicle Credit

The revenue inpact for this provision of the bill would be determ ned by the
nurber of vehicles snobg tested by Bar-97 testing equi pnment and the avail abl e
tax liabilities of taxpayers claimng the credits.

This estimte was devel oped in several steps. First, according to the
California Snog Check Program Unit, the total nunmber of snmpbg checks required
for 1996 and 1997 is 17.2 mllion, with approximately 60%in the first year
and 40% in the second. Second, this nunmber was reduced 10% to all ow for

t hose individuals who do not conply and non-operating vehicles. This nunber
was further reduced 40%to allow for those vehicles |ocated outside of the
maj or nmetropolitan areas, which do not require testing by Bar-97 equi pnment.
Third, it was esti mted based on departnental data and the departnent’s

personal income tax nodel, that only 65% of the credits generated will be
used because not all taxpayers will have sufficient tax liabilities.
According to the sanme data over 80% of these credits will be applied in the

first year, and the balance in the second year
Bar - 97 Equi pnent Credit

The revenue inpact for this provision of the bill would be determned by its
effective date, the nunber of Bar-97 equi pnment purchased, the cost of Bar-97
equi prent, and the tax liabilities of taxpayers claimng the credits.

For purposes of the estimates, it was assuned that each Bar-97 equi pnent
woul d entitle the original and any subsequent owners to no nore than the
original cost of the equipnent in total. For exanple, if the original owner
sell s/transfers the equi pnment to another taxpayer, their conbined credits
coul d not exceed 100% of the original cost.

The estinmate was developed in the followi ng steps. First, according to the
California Inspection and Mii ntenance Review Conmittee, the total nunber of
units purchased for Bar-97 equipnent is estimated to be 4,500 with
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approxi mately 20% of the units purchased prior to January 1, 1998. Second,
according to the sanme source the cost of Bar-97 equipment plus installation
is estimated to be approxi mately $60,000. This cost does not include
interest paynents on loans; it is assuned that interest for equi pnment |oans
does not qualify as equipnment cost. Third, due to insufficient tax
liabilities and the tentative mnimumtax interaction, it was assumed that
only 50% of credits generated woul d be used over a period of six years.

Finally, adjustments were made to account for the offsetting tax effect of
deductions for depreciation that would be otherw se all owed under current
I aw.

BOARD POSI TI ON

Pendi ng.



